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Important Changes

Tax from recapture of education credits. You may
owe this tax if you claimed an education credit on your
1998 tax return and, in 1999, you, your spouse if filing
jointly, or your dependent received a refund of qualified
tuition and related expenses, or tax-free educational
assistance. See Recapture of credit under No double
benefit allowed.

Photographs of missing children. The Internal Rev-
enue Service is a proud partner with the National Cen-
ter for Missing and Exploited Children. Photographs of
missing children selected by the Center may appear in
this publication on pages that would otherwise be blank.
You can help bring these children home by looking at
the photographs and calling 1-800-THE-LOST
(1-800-843-5678) if you recognize a child.

Introduction

This publication explains the tax benefits for persons
who are saving for or paying higher education costs for
themselves and members of their families. It covers the
following topics.

* The Hope credit and the lifetime learning credit.

* Education individual retirement accounts (education
IRAS).



¢ Withdrawals from traditional or Roth IRAs for the
costs of higher education.

* Interest paid on certain student loans.
* The cancellation of certain student loans.
* Qualified state tuition programs.

* Savings bond interest used to pay the costs of
higher education.

* Employer-provided educational assistance benefits.

Table 1 gives you a general comparison of some
features of the different benefits. You may find it helpful
in determining the benefits for which you are eligible.

This publication does not cover the itemized de-
duction you may be able to claim for work-related edu-
cational expenses. Information on that deduction can
be found in Publication 508, Tax Benefits for Work-
Related Education. This publication also does not cover
scholarships that you may be able to exclude from your
income. Information on scholarships can be found in
Publication 520, Scholarships and Fellowships.

You may be able to reduce the amount of your
@ federal income tax withholding throughout the

year based on your estimated tax benefits for
higher education. After you figure the amount of your
estimated 2000 income, exclusions, deductions, and
credit(s), see Publication 919, How Do | Adjust My Tax
Withholding?

Caution. You should check your withholding again
during the year if there are changes to your personal
or financial situation that would affect your expected
2000 tax liability, including your allowable higher edu-
cation tax benefits.

Useful Items
You may want to see:

Publication

[1508 Tax Benefits for Work-Related Education
(01520 Scholarships and Fellowships

1525 Taxable and Nontaxable Income

[0 550 Investment Income and Expenses

(01590 Individual Retirement Arrangements (IRAS)
(Including Roth IRAs and Education IRAS)

Form (and Instructions)

(18815 Exclusion of Interest From Series EE and |
U.S. Savings Bonds Issued After 1989

(18863 Education Credits (Hope and Lifetime
Learning Credits)

See How To Get More Information, near the end of
this publication, for information about getting these
publications and forms.
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Education Tax Credits

The following two tax credits are available to persons
who pay higher education costs.

* The Hope credit.

* The lifetime learning credit.

Rules that apply to both credits are explained first, fol-
lowed by explanations of rules that apply to each credit,
choosing which credit to claim, and how to claim your
credits. The last section includes an illustrated Form
8863.

If a student receives a tax-free withdrawal from
A an education IRA in a particular tax year, none
@WaEN of that student's expenses can be used as the
basis of a higher education credit for that tax year.
However, the student can waive the tax-free treatment.

See Education IRA, later.

Rules That Apply to Both Credits

The amount of each credit is determined by the amount
you pay for qualified tuition and related expenses for
students and the amount of your modified adjusted
gross income. Education credits are subtracted from
your tax but they are nonrefundable. This means if the
credits are more than your tax, the excess is not re-
funded to you.

If you are married filing separately, you cannot
A claim the higher education credits.
CAUTION

What expenses qualify.  The credits are based on
qualified tuition and related expenses you pay for
yourself, your spouse, or a dependent for whom you
claim an exemption on your tax return. The credits are
allowed for qualified tuition and related expenses paid
for an academic period beginning in the same year as
the year the payment is made (but see Prepaid ex-
penses, later).

In general, qualified tuition and related expenses are
tuition and fees required for enrollment or attendance
at an eligible educational institution. Student-activity
fees and fees for course-related books, supplies, and
equipment are included in qualified tuition and related
expenses only if the fees must be paid to the institu-
tion as a condition of enroliment or attendance.

Prepaid expenses. If you pay qualified tuition and
related expenses for an academic period that begins in
the first three months of the following year, you can use
the prepaid amount in figuring your credit.

For example, if you paid $2,000 in December 1999
for qualified tuition for the winter 2000 semester begin-
ning in January 2000, you can use that $2,000 in fig-
uring your 1999 credit.

Payments with borrowed funds. You claim an
education credit for the qualified tuition and related ex-
penses paid with the proceeds of a loan. The credit is
claimed in the year in which the expenses are paid, not
in the year in which the loan is repaid.



Table 1. Highlights of Tax Benefits for Higher Education
Do not rely on this chart alone. It provides only general highlights of some of the differences among the
benefits covered in this publication. See the text for definitions of terms and for more complete
explanations.

Caution: No double benefits are allowed. See the footnotes.

Hope Lifetime Education | Traditional Interest Qualified Qualified Employer’s
credit learning IRA" and Roth Paid on State U.S. Educational
(Educa- credit IRAS Student Tuition Savings Assistance
tion credit) (Educa- Loans Programs Bonds' Program’
tion credit)
What is Tax credit Withdrawals No 10% Deduction Prepay Interest is Employer
your (nonrefundable) are tax additional to arrive at future excludable | benefits are
benefit? free tax on early adjusted tuition from excludable
withdrawal |gross income| expenses income from income
What is Up to Up to $500 Amount 1999: $1,500 None Amount $5,250
the $1,500 $1,000 contribution of 2000: $2,000 of
annual per per family per child qualifying | 2001: $2,500 qualifying
limit? student under 18 expenses expenses
What N/A Books, Books, Books, Books, Payments Books,
expenses supplies, & | supplies, & | supplies, & | supplies, & | to qualified | supplies, &
qualify equipment; | equipment; | equipment; | equipment; state equipment
besides Room and Room & Room & Room & tuition
tuition board if at | board if at board; board if at | programs;
and least half- least Trans- least Payments
required time atten- half-time portation; half-time to
enrollment dance; attendance Other attendance | education
fees?? Payments necessary IRAS
to qualified expenses
state tuition
program
What 1st 2 All undergraduate and graduate levels Under-
education years of graduate
qualifies? under- level
graduate
What Can be Applies to Contribu- Must Applies to Tax- Applies Cannot
other claimed expenses tions not receive the 1st 60 deferred only to also claim
conditions | only for 2 paid and deductible; entire months’ earnings qualified an
apply? years; for school | Cannot also | balance or interest; are taxed series EE education
Must be attendance | contribute begin Must be to bonds credit;
enrolled at | after June | to qualified receiving enrolled at | beneficiary issued Expires for
least half- 30, 1998 state tuition | withdrawals | least half- when after 1989 courses
time in a program or by April 1 time in a withdrawn or series | beginning
degree claim an of year degree bonds after
program education following program December
credit; Must year in 31, 2001
withdraw which age
assets at 70%2 is
age 30 reached
At what $40,000-$50,000 $95,000- N/A $40,000- N/A 1999: N/A
income $110,000; $55,000; $53,100-
range do $80,000-$100,000 for $150,000- $60,000- $68,100;
benefits joint returns $160,000 $75,000 for $79,650-
phase for joint joint returns $109,650
out? returns for joint
returns

' Any nontaxable withdrawal is limited to the amount that does not exceed qualifying educational expenses.

% You must generally reduce qualifying educational expenses by any tax-free income. You generally cannot use the same educational
expense for figuring more than one benefit.
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What expenses do not qualify. Qualified tuition and
related expenses do not include the cost of insurance,
medical expenses (including student health fees), room
and board, transportation or similar personal, living or
family expenses, even if the fee must be paid to the
institution as a condition of enrollment or attendance.
Qualified tuition and related expenses generally do
not include expenses that relate to any course of in-
struction or other education that involves sports, games,
or hobbies, or any noncredit course. However, if the
course of instruction or other education is part of the
student's degree program or, in the case of the lifetime
learning credit, is taken by the student to acquire or
improve job skills, these expenses can qualify.

Dependent for whom you claim an exemption. You
claim an exemption for a dependent if you list that
person in the Exemptions section of your tax return.

Eligible educational institution. An eligible educa-
tional institution is any college, university, vocational
school, or other postsecondary educational institution
eligible to participate in a student aid program admin-
istered by the Department of Education. It includes vir-
tually all accredited, public, nonprofit, and proprietary
(privately owned profit-making) postsecondary insti-
tutions. The educational institution should be able to tell
you if it is an eligible educational institution.

Academic period.  An academic period includes a
semester, trimester, quarter, or other period of study
(such as a summer school session) as reasonably de-
termined by an educational institution.

No double benefit allowed. If you take a deduction
for higher education expenses on your tax return, you
cannot claim a credit for those same expenses.

Adjustments to qualified expenses. If you pay
higher education expenses with certain tax-free funds,
you cannot claim a credit for those amounts. You must
reduce the qualified expenses by the amount of any
tax-free educational assistance. Tax-free educational
assistance could include scholarships, Pell grants, em-
ployer-provided educational assistance, veterans' edu-
cational assistance, and any other nontaxable pay-
ments (other than gifts, bequests, or inheritances)
received for educational expenses. Do not reduce the
qualified expenses by amounts paid with the student's
earnings, loans, gifts, inheritances, and personal
savings. Also, do not reduce the qualified expenses by
any scholarship reported as income on the student's
return or any scholarship which, by its terms, cannot
be applied to qualified tuition and related expenses.

Refunds. Qualified tuition and related expenses do
not include expenses that are refunded. If you receive
a refund in the same year in which you paid the ex-
penses, or in the following year, but before you file your
tax return for the year you paid them, simply reduce the
amount of the expenses by the amount of the refund
received. If you receive the refund after you file your tax
return, see Recapture of credit, next.

Recapture of credit. If, after you file your tax return,
you receive tax-free educational assistance for, or a
refund of, an expense you used to figure a higher ed-
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ucation credit on that return, you may have to recapture
all or part of the credit. You must refigure your educa-
tion credits as if the assistance or refund was received
in the year the expenses were paid. Include the dif-
ference, if any, on your return for the year in which the
assistance or refund was received. Include it on line 40
of your Form 1040 (line 25 of Form 1040A). Next to the
line, enter the amount and “ECR.”

Who can claim the credit. If there are higher education
costs for your dependent child, either you or your child,
but not both of you, can claim a credit for a particular
year. If you claim an exemption for your child on your
tax return, only you can claim a credit. If you do not
claim an exemption for your child on your tax return,
only your child can claim a credit.

Expenses paid by others. If someone other than
you, your spouse, or your dependent (such as a relative
or former spouse) makes a payment directly to an eli-
gible educational institution to pay for a student's qual-
ified tuition and related expenses, the student is treated
as receiving the payment from the other person. The
student is treated as paying the qualified tuition and
related expenses to the institution.

Example. Ms. Allen makes a payment directly to
an eligible educational institution in 1999 for her
grandson's qualified tuition and related expenses. For
purposes of claiming an education credit, the grandson
is treated as receiving the money from Ms. Allen and,
in turn, paying his qualified tuition and related ex-
penses.

Expenses paid by dependent. If you claim an ex-
emption for your child on your tax return, treat any ex-
penses paid by your child as if you had paid them. In-
clude these expenses when figuring the amount of your
Hope or lifetime learning credit.

Qualified tuition and related expenses paid di-
@ rectly to an eligible educational institution for

your dependent under a court-approved divorce
decree are treated as paid by your dependent.

Income Phaseout

Your education credits are phased out (gradually re-
duced) if your modified adjusted gross income is be-
tween $40,000 and $50,000 ($80,000 and $100,000 in
the case of a joint return).

You cannot claim any higher education credits
A if your modified adjusted gross income is
e $50,000 or more ($100,000 or more in the case
of a joint return).

Modified adjusted gross income.  For most taxpayers,
modified adjusted gross income will be their adjusted
gross income (AGI) as figured on their federal income
tax return. However, you must make adjustments to
your AGI if you excluded income earned abroad or from
certain U.S. territories or possessions. If this applies to
you, increase your AGI by the following amounts you
excluded from your income.



1) Foreign earned income of U.S. citizens or residents
living abroad.

2) Housing costs of U.S. citizens or residents living
abroad.

3) Income from sources within Puerto Rico, Guam,
American Samoa, or the Northern Mariana Islands.

How the phaseout works.  The phaseout (reduction)
works on a sliding scale. The higher your modified ad-
justed gross income, the more your credits are reduced.
You figure the reduction, if any, in Part 11l of Form 8863.

Hope Credit

You may be able to claim a Hope credit of up to $1,500
for qualified tuition and related expenses paid for each
eligible student. You can take into account expenses
paid in 1999 for academic periods beginning after De-
cember 31, 1998, and before April 1, 2000. The credit
can be claimed for only 2 years for each eligible stu-
dent.

Eligible student for the Hope credit. For purposes
of the Hope credit, an eligible student is a student who
meets all of the following requirements.

1) Has not completed the first 2 years of postsec-
ondary education (generally, the freshman and
sophomore years of college) as of the beginning
of the year.

2) Is enrolled in a program that leads to a degree,
certificate, or other recognized educational creden-
tial for at least one academic period beginning
during the year.

3) Is taking at least half of the normal full-time work
load for his or her course of study for at least one
academic period beginning during the calendar
year.

4) Is free of any federal or state felony conviction for
possessing or distributing a controlled substance
as of the end of the year.

Completion of first 2 years. A student awarded 2
years of academic credit for postsecondary work com-
pleted prior to the beginning of the year has completed
the first 2 years of postsecondary education.

Any academic credit awarded solely on the basis of
the student's performance on proficiency examinations
is disregarded in determining whether the student has
completed 2 years of postsecondary education.

Half of normal full-time workload. The standard
for what is half of the normal full-time work load is de-
termined by each eligible educational institution. How-
ever, the standard may not be lower than standards for
half-time established by the Department of Education
under the Higher Education Act of 1965.

Amount of credit. The amount of the Hope credit is
100% of the first $1,000 plus 50% of the next $1,000
of qualified tuition and related expenses you pay for
each eligible student. The maximum amount of Hope
credit you can claim in 1999 is $1,500 times the number
of eligible students. You can claim the full $1,500 for

each eligible student for whom you pay at least $2,000
for qualified expenses. However, the credit may be re-
duced based on your modified adjusted gross income.
See Income Phaseout, earlier.

Example. Jon and Karen are married and file a joint
tax return. For 1999, they claim an exemption for their
dependent daughter on their tax return and their modi-
fied adjusted gross income is $70,000. Their daughter
is in her sophomore (second) year of studies at the local
university and Jon and Karen pay $4,300 in 1999 for
her tuition costs.

Jon and Karen, their daughter, and the local univer-
sity meet all of the requirements for the Hope credit.
Jon and Karen can claim a $1,500 Hope credit in 1999.
This is the maximum amount allowed for 1999.

How to figure the Hope credit. The Hope credit is
figured in Parts | and Ill of Form 8863. An illustrated
example using Form 8863 appears later.

Lifetime Learning Credit

You may be able to claim a lifetime learning credit of
up to $1,000 for qualified tuition and related expenses
paid for all students enrolled in eligible educational in-
stitutions. You can take into account expenses paid in
1999 for academic periods beginning after December
31, 1998, and before April 1, 2000.

The lifetime learning credit is different than the Hope
credit in the following ways.

1) The lifetime learning credit is not based on the
student's work load. It is allowed for one or more
courses.

2) The lifetime learning credit is not limited to students
in the first 2 years of postsecondary education.

3) Expenses for graduate-level degree work are eligi-
ble.

4) Expenses related to a course of instruction or other
education that involves sports, games, hobbies, or
other noncredit courses are eligible if they are part
of a course of instruction to acquire or improve job
skills.

5) There is no limit on the number of years for which
the lifetime learning credit can be claimed for each
student.

6) The amount you can claim as a lifetime learning
credit does not vary (increase) based on the num-
ber of students for whom you pay qualified ex-
penses.

Amount of credit.  The amount of the lifetime learning
credit is 20% of the first $5,000 of qualified tuition and
related expenses you pay for all students in the family.
The maximum amount of lifetime learning credit you
can claim for 1999 is $1,000 (20% x $5,000). However,
that amount may be reduced based on your modified
adjusted gross income. See Income Phaseout, earlier.

Example. Bruce and Toni are married and file a joint
tax return. For 1999, their modified adjusted gross in-
come is $50,000. Toni is attending the community
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college (an eligible educational institution) to earn
credits towards an associate's degree in nursing; she
already has a bachelor's degree in history and wants
to become a nurse. In August 1999, Toni paid $2,000
for her fall 1999 semester. Bruce and Toni can claim a
$400 (20% x $2,000) lifetime learning credit on their
1999 joint tax return.

How to figure the lifetime learning credit. The life-
time learning credit is figured in Parts Il and Il of Form
8863. An illustrated example using Form 8863 appears
later.

Choosing Which Credit To Claim

For each student, you can elect for any tax year only
one of the credits or a tax-free withdrawal from an ed-
ucation IRA. (See Education IRA, later, for more infor-
mation.) For example, if you elect to take the Hope
credit for a child on your 1999 tax return, you cannot,
for that same child, also claim the lifetime learning credit
for 1999 or take a tax-free withdrawal from an education
IRA for 1999.

Lifetime learning credit after Hope credit. You can
claim the Hope credit for the first 2 years of a student's
postsecondary education and claim the lifetime learning
credit for that same student in later tax years.

More than one student.  If you pay qualified expenses
for more than one student in the same year, you can
choose to take credits on a per-student, per-year basis.
This means that, for example, you can claim the Hope
credit for one student and the lifetime learning credit for
another student in the same tax year.

How To Claim the Credits

You elect to claim education credits and you figure their
amount by completing Form 8863. Use Part | for the
Hope credit and Part Il for the lifetime learning credit.
In both parts, you enter the student's name and tax-
payer identification number (usually a social security
number) and the amount of qualified expenses paid in
1999. You then complete Part Il to compute the amount
to enter on line 44 of Form 1040 or line 29 of Form
1040A. Attach the completed Form 8863 to your return.

An eligible educational institution (such as a college
or university) that receives payment of qualified tuition
and related expenses generally must issue Form
1098-T, Tuition Payments Statement, to each student
by February 1, 2000. The information on Form 1098-T
will help you determine whether you can claim an edu-
cation tax credit for 1999. The following information
should be included on the 1999 form.

1) The name, address, and taxpayer identification
number of the educational institution.

2) The name, address, and taxpayer identification
number of the student.

3) Whether the student was enrolled for at least half
of the full-time academic workload.

4) Whether the student was enrolled exclusively in a
graduate-level program.
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The eligible educational institution may ask for a com-
pleted Form W-9S, Request for Student's or Borrow-
er's Social Security Number and Certification, or similar
statement, to obtain the information needed to complete
(2) above.

lllustrated Example

Dave and Valerie are married and file a joint tax return.
For 1999, they claim exemptions for their two depend-
ent children on their tax return, and their modified ad-
justed gross income is $72,000. Their son, Sean, will
receive his bachelor's degree in psychology from the
state college in May 2000. Their daughter, Corey, en-
rolled full-time at that same college in August 1998 to
begin working on her bachelor's degree in physical ed-
ucation. In December 1998, Dave and Valerie paid
$2,000 for each child's tuition for the winter 1999 se-
mester. In July 1999, they paid $2,200 in tuition costs
for each of them for the fall 1999 semester.

Dave and Valerie, their children, and the college
meet all of the requirements for the higher education
credits. Because Sean is beyond the second
(sophomore) year of his postsecondary education, his
expenses do not qualify for the Hope credit. But,
amounts paid for Sean's expenses in 1999 for aca-
demic periods beginning after 1998 and before April 1,
2000, qualify for the lifetime learning credit. Corey is in
her first two (freshman and sophomore) years of post-
secondary education and expenses paid for her in 1999
for academic periods beginning after 1998 and before
April 1, 2000, qualify for the Hope credit.

Dave and Valerie figure their total higher education
credits for 1999, $1,940, as shown in the completed
Form 8863. They can claim the full amount because
their modified adjusted gross income is not more than
$80,000. They carry the amount from line 18 of Form
8863 to line 44 of Form 1040, and they attach the Form
8863 to their return.

Individual Retirement
Arrangement (IRA) Provisions

You may be able to establish an education individual
retirement account (education IRA or Ed IRA) to finance
a child's qualified higher education expenses. In addi-
tion, you may be able to take withdrawals from other
IRAs without paying the 10% additional tax on early
withdrawals if you pay for qualified higher education
expenses. Publication 590 has detailed information on
all IRA accounts.

Education IRA

You may be able to contribute up to $500 cash each
year to an education IRA for a child under age 18.
Contributions to an education IRA are not deductible,
but amounts deposited in the account grow tax free until
withdrawn.

Any individual (including the child) can contribute to
a child's education IRA if his or her income is below a
certain amount. There is no limit on the number of ed-
ucation IRAs that can be established designating a child
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Department of the Treasury
Internal Revenue Service

Education Credits

» See instructions on pages 3 and 4.

(Hope and Lifetime Learning Credits)

» Attach to Form 1040 or Form 1040A.

OMB No. 1545-1618

1999

Attachment
Sequence No. 51

Name(s) shown on return

Your social security number

Dave and Valerie Jones 987: 00 : 6543
Hope Credit
1 (c) Qualified
expenses (d) Enter the
(b) Student’s (but do not smaller of the (e) Subtract (f) Enter one-half
(a) Student’s name social security enter more than amount in column (d) from | of the amount in
number $2,000 for each column (c) or column (c) column (e)
student). See $1,000
First, Last instructions
_..Corey, Jones . : :
137 00: 9642 2,000 1,000 1,000 500
2 Add the amounts in columns (d)yand (f) . . . . [ 2 1,000 500
3 Add the amounts on line 2, columns (d) and (f) . > 3 1,500
Lifetime Learning Credit
4 , (b) Student’s (c) Qualified
(a) Student’s name social security expenses. See
Caution: You First Last number instructions
cannot take the Sean Jones 246 : 00! 9731 2,200
Hope credit and . T
the lifetime learning
credit for the same
student.
5 Add the amounts ‘@f line 4, column (€), and enter the total 5 2,200
6 Enter the smaller of line 5 or $5,000 6 2,200
7 Multiplydine 6 by 2096.(:20) ). > 7 440
=Uudll] Allowable Education Credits
8 Add lines 3 and 7. ) _ 8 1,940 |
9 Enter: $100,000 if married frlrng Jorntly, $50 OOO |f srngle head of
household, or qualifying widow(er) . . . 9 100,000
10 Enter the amount from Form 1040, line 34 (or Form 1040A, line 19) 10 72,000
11 Subtract line 10 from line 9. If line 10 is greater than or equal to
line 9, stop; you cannot take any education credits 11 28,000
12 Enter: $20,000 if married filing jointly; $10,000 if srngle head of
household, or qualifying widow(er) ) 12 20,000
13 If line 11 is greater than or equal to line 12, enter the amount from line 8 on line 14 and
go to line 15. If line 11 is less than line 12, divide line 11 by line 12. Enter the result as
a decimal (rounded to at least three places) . 13 X
14 Multiply line 8 by line 13 . .. . > |14 1,940
15 Enter your tax from Form 1040, line 40 (or Form 1040A, line 25) ) ... . |15 9475
16 Enter the total, if any, of your credits from Form 1040, lines 41 and 42 (or from
Form 1040A, lines 26 and 27) . o 16 0
17 Subtract line 16 from line 15. If line 16 is greater than or equal to Irne 15 stop you
cannot take any education credits ) 17 9475
18 Education credits. Enter the smaller of I|ne 14 or I|ne 17 here and on Form 1040
line 44 (or Form 1040A, line 29) » |18 1,940

*See Pub. 970 for the amount to enter if you are filing Form 2555 2555 EZ or 4563 or you are excluding income from Puerto Rico.

For Paperwork Reduction Act Notice, see page 4.

Cat. No. 25379M

Form 8863 (1999)
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as the beneficiary. However, total contributions for the
child during any tax year cannot be more than $500.
See Contributions, later.

If, for a year, withdrawals from an account are not
more than a child's qualified higher education expenses
at an eligible educational institution, the child will not
owe tax on the withdrawals. See Withdrawals, later.

Education IRAs At a Glance

Do not rely on this chart alone. It provides only
general highlights. See the text for definitions of terms
in bold type and for more complete explanations.

Question Answer

What is an education An IRA that is set up to
IRA? pay the qualified higher
education expenses of
a designated beneficiary.

Where can it be
established?

It can be opened in the
United States at any
bank or other
IRS-approved entity that
offers education IRAs.

Who can an education
IRA be set up for?

Any child who is under
age 18.

Who can contribute to
an education IRA?

Generally, any individual
(including the beneficiary)
whose modified
adjusted gross income
for the year is less than
$110,000 ($160,000 in
the case of a joint
return).

What Is an Education IRA?

An education IRA is a trust or custodial account created
only for the purpose of paying the qualified higher ed-
ucation expenses (defined later) of the designated
beneficiary of the account. When the account is estab-
lished, the designated beneficiary must be a child under
age 18. To be treated as an education IRA, the account
must be designated as an education IRA when it is
created.

Account requirements.  The document creating and
governing the account must be in writing and must
satisfy the following requirements.

1) The account must be created or organized in the
United States.

2) The trustee or custodian must be a bank or an entity
approved by the IRS.

3) The document must provide that the trustee or
custodian can only accept a contribution that meets
all of the following conditions.

a) Isin cash.
Page 8

b) Is made before the beneficiary reaches age 18.

¢) Would not result in total contributions for the tax
year (not including rollover contributions) being
more than $500.

4) Money in the account cannot be invested in life in-
surance contracts.

5) Money in the account cannot be combined with
other property except in a common trust fund or
common investment fund.

6) The balance in the account generally must be
withdrawn within 30 days after the earlier of the
following events.

a) The beneficiary reaches age 30.
b) The beneficiary's death.
See When assets must be withdrawn, later.

Designated beneficiary.  The individual named in the
document creating the trust or custodial account to re-
ceive the benefit of the funds in the account is the
designated beneficiary.

Qualified higher education expenses. These are
expenses required for the enrollment or attendance of
the designated beneficiary at an eligible educational
institution. They include the following items.

1) Tuition and fees.
2) The cost of books, supplies, and equipment.

3) Amounts contributed to a qualified state tuition
program. (See State Tuition Programs, later.)

4) The cost of room and board if the designated ben-
eficiary is at least a half-time student at an eligible
educational institution.

The term eligible educational institution was defined
earlier under Rules That Apply to Both Credits for the
education credits. A student is enrolled “at least half-
time” if he or she is enrolled for at least half the full-time
academic work load for the course of study the student
is pursuing as determined under the standards of the
school where the student is enrolled.

For purposes of item (4) above, the expense for
room and board is limited to one of the following two
amounts.

1) The school's posted room and board charge for
students living on campus.

2) $2,500 each year for students living off campus and
not at home.

Contributions

Any individual (including the child for whose benefit the
account is established) can contribute to a child's edu-
cation IRA if the individual's modified adjusted gross
income (defined earlier under Income Phaseout for the
education credits) for the tax year is less than $110,000
($160,000 in the case of a joint return). Contributions
must be in cash, and you cannot contribute to an edu-
cation IRA after the beneficiary reaches age 18.



Contributions can be made to one or several edu-
cation IRAs for the same child provided that the total
contributions are not more than the contribution limit
(defined later) for a tax year.

Education IRA Contributions At a Glance
Do not rely on this chart alone. It provides only
general highlights. See the text for definitions of terms
in bold type and for more complete explanations.

Question Answer

Are contributions No.
deductible?

Why should someone
contribute to an
education IRA?

Earnings on the account
grow tax free until
withdrawn.

What is the contribution| $500 each year for each
limit per child? child.

What if more than one The annual contribution
education IRA has been | limit is $500 for each
opened for the same child, no matter how
child? many education IRAs are
set up for that child.

The contribution limit is
$500 per child, no
matter how many
individuals contribute.

What if more than one
individual makes
contributions for the
same child?

Can contributions other | No.
than cash be made to an
education IRA?

When must contributions| No contributions can be
stop? made to a child’s
education IRA after he or
she reaches age 18.

No contributions can be made to an education
A IRA on behalf of a child if any amount is con-
&WEREN tributed during the tax year to a qualified state
tuition program on behalf of the same child.

Contribution limits. ~ There are two yearly limits, one
on the total amount that can be contributed for each
designated beneficiary (child) and one on the amount
that any individual can contribute for any one child for
a year.

Limit for each child. The total of all contributions
to all education IRAs set up for the benefit of any one
designated beneficiary (child) cannot be more than
$500 for a year. This includes contributions (other than
rollovers) to all the child's education IRAs from all
sources. Rollovers are discussed under Rollovers and
Other Tranfers, later.

Limit for each contributor. You can contribute up
to $500 for each child for any year. This is the most
you can contribute for the benefit of any one child for
any year, regardless of the number of education IRAs
set up for the child. However, this limit may be reduced
as explained next.

If your modified adjusted gross income (defined
earlier) is between $95,000 and $110,000 (between
$150,000 and $160,000 if filing a joint return), the $500
limit for each child is gradually reduced (see Figuring
the limit, next). If your modified adjusted gross income
is $110,000 or more ($160,000 or more if filing a joint
return), you cannot contribute to anyone's education
IRA.

Figuring the limit. To figure the limit on the amount
you can contribute for each child, multiply $500 by a
fraction. The numerator (top number) is your modified
adjusted gross income minus $95,000 ($150,000 if filing
a joint return). The denominator (bottom number) is
$15,000 ($10,000 if filing a joint return). Subtract the
result from $500. This is the amount you can contribute
for each child.

Example. Paul, a single individual, had modified
adjusted gross income of $96,500 for the year. For
Paul, the maximum contribution for each child is re-
duced to $450, figured as follows.

1) $96,500 — $95,000 = $1,500
2) $1,500 + $15,000 = 10%

3) 10% x $500 = $50

4) $500 — $50 = $450

Additional tax on excess contributions. A 6% excise
tax applies each year to excess contributions that are
in an education IRA at the end of the year. Excess
contributions are the total of the following three
amounts.

1) Contributions to any child's education IRA for the
year that are more than $500 (or, if less, the total
of each contributor's limit for the year, as discussed
earlier).

2) All contributions to a child's education IRA for the
year if any amount is also contributed during the
year to a qualified state tuition program on behalf
of the same child. However, amounts withdrawn
from the education IRA to be contributed to the
qualified state tuition program are not excess con-
tributions.

3) Excess contributions for the preceding year, re-
duced by the total of the following two amounts:

a) Withdrawals (other than those rolled over as
discussed later) made during the year, and

b) The contribution limit for the current year minus
the amount contributed for the current year.

Exceptions. The excise tax does not apply if the
excess contributions (and any earnings on them) are
withdrawn before the due date of the beneficiary's tax
return (including extensions). If the beneficiary does
not have to file a return, the tax does not apply if the
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excess contributions (and the earnings) are withdrawn
by April 15 of the year following the year the contribu-
tions are made. The withdrawn earnings must be in-
cluded in the beneficiary's income for the year in which
the excess contribution is made.

The excise tax also does not apply to any rollover
contribution.

Rollovers and Other Transfers

Assets can be rolled over from one education IRA to
another. The designated beneficiary can be changed
and the beneficiary's interest can be transferred to a
spouse or former spouse because of divorce.

Rollovers. Any amount withdrawn from an education
IRA and rolled over to another education IRA for the
benefit of the same beneficiary or a member of the
beneficiary's family is not taxable. A rollover to an ed-
ucation IRA of a family member is not taxable only if
that family member is under age 30. An amount is rolled
over if it is paid to another education IRA within 60 days
after the date of the withdrawal.

Members of the beneficiary's family. The benefi-
ciary's spouse and the following individuals (and their
spouses) are members of the beneficiary's family.

* The beneficiary's child, grandchild, or stepchild.

* A brother, sister, half brother, half sister,
stepbrother, or stepsister of the beneficiary.

* The father, mother, grandfather, grandmother,
stepfather, or stepmother of the beneficiary.

* A brother or sister of the beneficiary's father or
mother.

* A son or daughter of the beneficiary's brother or
sister.

* The beneficiary's son-in-law, daughter-in-law,
father-in-law, mother-in-law, brother-in-law, or
sister-in-law.

Only one rollover per education IRA is allowed
A during the 12-month period ending on the date
&N of the payment or withdrawal.

Changing the designated beneficiary. The desig-
nated beneficiary can be changed to a member of the
beneficiary's family (defined earlier). There are no tax
consequences if, at the time of the change, the new
beneficiary is under age 30.

Transfer because of divorce. If a spouse or former
spouse receives an education IRA under a divorce or
separation instrument, it is not a taxable transfer. After
the transfer, the spouse or former spouse treats the
education IRA as his or her own.

Withdrawals

The designated beneficiary of an education IRA can
take withdrawals at any time. Whether the withdrawals
are tax free depends, in part, on whether the with-
drawals are more than the amount of qualified higher
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education expenses (defined earlier) that the benefi-
ciary has in the tax year.

Education IRA Withdrawals At a Glance

Do not rely on this chart alone. It provides only
general highlights. See the text for definitions of terms
in bold type and for more complete explanations.

Question Answer

Is a withdrawal from an | Generally, yes, to the
education IRA to pay for | extent the amount of the
a designated withdrawal is not more
beneficiary’s qualified than the designated
higher education beneficiary’s qualified
expenses tax free? higher education
expenses.

Yes. Amounts must be
withdrawn when the

After the designated
beneficiary completes
his or her education at designated beneficiary
an eligible educational | reaches age 30. Also,
institution, may amounts| certain transfers to
remaining in the members of the

education IRA be designated

withdrawn? beneficiary’s family are
permitted.

Does the designated No.

beneficiary need to be
enrolled for a minimum
number of courses to
take a tax-free
withdrawal?

Withdrawals not more than expenses. Generally,
withdrawals are tax free if they are not more than the
beneficiary's qualified higher education expenses for
the tax year.

Withdrawals more than expenses. Generally, a por-
tion of the withdrawals is taxable to the beneficiary if the
withdrawals are more than the beneficiary's qualified
higher education expenses for the tax year.

The taxable portion is the amount of the withdrawal
that represents earnings that have accumulated tax free
in the account. Figure the taxable portion as shown in
the following steps.

1) Multiply the amount withdrawn by a fraction. The
numerator is the total contributions in the account
and the denominator is the total balance in the ac-
count before the withdrawal(s).

2) Subtract the amount figured in (1) from the total
amount withdrawn during the year. This is the
amount of earnings included in the withdrawal(s).

3) Multiply the amount of earnings figured in (2) by a
fraction. The numerator is the qualified higher ed-
ucation expenses paid during the year and the de-
nominator is the total amount withdrawn during the
year.



4) Subtract the amount figured in (3) from the amount
figured in (2). This is the amount the beneficiary
must include in income.

Example. You receive a $600 withdrawal from an
education IRA to which $1,000 has been contributed.
The balance in the IRA before the withdrawal was
$1,200. You had $450 of qualified higher education
expenses for the year. Using the steps above, you fig-
ure the taxable portion of your withdrawal as follows.

1) $600 x ($1,000 + $1,200) = $500
2) $600 - $500 = $100

3) $100 x ($450 + $600) = $75

4) $100 - $75 = $25

You must include $25 in income as withdrawn earnings
not used for the expenses of higher education.

You cannot take a deduction or credit for any
A educational expenses that you use as the basis
&WhEN for a tax-free withdrawal from an education IRA.
But see Waiver of tax-free treatment, next.

Waiver of tax-free treatment. The designated benefi-
ciary can waive the tax-free treatment of the withdrawal
and elect to pay any tax that would otherwise be owed
on the withdrawal. The beneficiary or the beneficiary's
parents may then be eligible to claim a Hope credit or
lifetime learning credit for qualified higher education
expenses paid in that tax year. (See Education Tax
Credits, earlier, to determine if all of the requirements
for those credits are met.)

Additional tax.  Generally, if the beneficiary receives
a taxable withdrawal, he or she also must pay a 10%
additional tax on the amount included in income.

Exceptions. The 10% additional tax does not apply
to withdrawals described in the following list.

1) Paid to a beneficiary (or to the estate of the desig-
nated beneficiary) on or after the death of the des-
ignated beneficiary.

2) Made because the designated beneficiary is disa-
bled. A person is considered to be disabled if he
or she shows proof that he or she cannot do any
substantial gainful activity because of his or her
physical or mental condition. A physician must de-
termine that his or her condition can be expected
to result in death or to be of long-continued and
indefinite duration.

3) Made because the designated beneficiary received:

a) A qualified scholarship excludable from gross
income,

b) An educational assistance allowance, or

c) Payment for the designated beneficiary's edu-
cational expenses that is excludable from gross
income under any law of the United States.

The exception applies only to the extent the
withdrawal is not more than the scholarship, allow-
ance, or payment.

4) Included in income only because the beneficiary
waived the tax-free treatment of the withdrawal (as
explained earlier).

5) A return of an e